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EDITORIAL DEPARTMENT NOTE 


Probably no present-day industry is faced with a more difficult 
problem of cost accounting than is the aircraft industry. Along with 
the tremendous expansion of the industry, the frequent changes in 
products and the problem of costing finished assemblies made up of a 
great number of parts and subassemblies, this industry has all of the 
cost accounting problems associated with production under ern- 
ment contracts. Few cost accountants would call this a fertile field 
for standard costs, yet even under these conditions one company has 
found standard costs for parts an answer to some of its costing prob- 
lems. How this is worked out is the subject of our first article. 
ae S Nichols, the author of this article, has been Supervisor of 
S rd Costs for the Beech Aircraft Corp. of Wichita since August, 
1942. A native of Bristol, Conn., Mr. Nichols engaged in the insur- 
ance business, served three years in the U. S. Army and was associated 
with his father in business prior to his transfer to accounting work 
when he joined the Arrow-Hart & Hegeman Electric Co. of Hart- 
ford in 1933. From that date until he joined his present company 
Mr. Nichols devoted his time principally to the control of labor vari- 
ances and related problems of cost accounting. 

Accountants will need to be familiar with the additional cost 


their managements y when such contracts are up for considera- 
tion. orman H. Ball in this of — 
descri cost accounting requirements arising from this type o 
contract. Mr. Ball, who was born in London, England, came to this 
country in 1927 and became a U. S. citizen in 1932. He has studied at 
the University of Rochester, Rutgers University and Niagara Uni- 
versity. Since 1941 Mr. Ball has been serving the Rochester Ordnance 
District of the War Department as General and Tax Accountant and 
Auditor, dealing with problems of burden distribution, inventory 
control, cost analysis, and system installation. Prior to taking on his 
present duties Mr. Ball was connected with the Home Owners Loan 

., the American Bank & Trust Co., Crouch and Beahan Co., and 
the Folmer Graflex Corp. of Rochester. 


comed and will be published in the Forum Section of the Bulletin. 
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APPLICATION OF STANDARD COSTS 
TO THE AIRCRAFT INDUSTRY 


By Harry C. Nichols, Supervisor of Standard Costs, 
Beech Aircraft Corp., Wichita, Kansas 


Introduction 


ag APPLICATION of standard costs to an industry still in 

the process of complete transition from small jobbing plants to 
large corporations would truly have seemed fantastic a few years 
ago. The implications arising from the use of the phrase “appli- 
cation of standard costs” may be misleading ; to clarify this phrase 
as it applies to our company will require a brief description of our 
manufacturing cost set-up and a statement of some of the prob- 
lems involved. 


Background 

The Beech Aircraft Corporation is engaged in the manufacture 
of airplanes. It manufactures several models with numerous varia- 
tions in each model. Moreover, it is called upon to furnish any 
spare parts required to repair these planes. However, parts are 
standardized wherever possible and on some models many parts 
are interchangeable. 


Type of Cost System 

Our cost system is basically a job-lot system controlled by work 
orders. This type of system would seem to be most logical under 
present war conditions, in meeting the needs of exacting govern- 
mental reports, preventing shortages in critical materials, and 
providing data for renegotiation of contracts. However, in this 
age of mass production job costs in themselves have definite limi- 
tations, as all advocates of standard costs will agree. On the other 
hand, when a product involving the process of continuous change 
is manufactured, it would be folly to attempt to rush into a com- 
plete standard cost system without the proper background and 
without control of the high ratio of variation that now exists. We 
are faced with a situation taxing the ingenuity of all industrial 
accountants in the aircraft industry. 
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Problems 

The job-cost method works reasonably well for determining the 
total cost of a contract, but when contracts extend for months, 
and increased efficiency as the contract progresses lowers the cost 
on each lot, what is a proper basis for costing out sales? How may 
one obtain a breakdown of total cost to obtain the cost of indi- 
vidual parts that make up the airplane? From a long range point 
of view, the manufacturer will have to furnish spare parts for the 
airplanes now being built long after the present models are closed 
out. We believe that standard parts costs are the answer to these 
questions—not a complete standard cost system at this time, but 
a job cost controlled system. Among the requirements for doing 
business with the government is the stipulation that the govern- 
ment shall be allowed to purchase spare parts to the amount of a 
certain percentage (depending on the contract) of the total con- 
tracted price of the specific number of planes included in the 
contract. The nature of these spare parts are unknown factors at 
the time the contract is submitted, but a percentage breakdown of 
the selling price of the complete airplane to its individual com- 
ponent parts is required. This is known as a percentage break- 
down exhibit. When compiled, this detailed breakdown exhibit 
must add up to the total selling price of the complete airplane. On 
an original contract it can be seen that with no more to base an 
estimate on than a job cost of some other model or a cost per 
pound estimate, one must rely on his experience and judgment. 
The accuracy of this judgment can be considerably improved by 
use of standard costs. 


Timekeeping Procedure 

Another condition which contributed to the decision to adopt 
standard parts costs was the tremendous expense of trying with 
unsatisfactory results to keep job costs on parts. In order to ob- 
tain parts job costs it was necessary to keep all time by parts 
numbers. Complicating this further was the fact that the num- 
bering system for parts, common in the aircraft industry, is vir- 
tually impossible to put on tabulating equipment satisfactorily. In 
setting up standard parts costs we have eliminated parts numbers 
from our timekeeping system by controlling labor costs in a man- 
ner explained later in this article. By eliminating parts numbers 
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a tremendous burden has been taken from an already overburdened 
tabulating department. It is now possible to use mark sensing 
cards that the timekeepers mark instead of using key punched 
cards as was required when parts numbers were used. 

The labor card (Exhibit 1) used by the timekeepers, is a ma- 
chine accounting card and is used by the cost department in tabu- 
lating the information recorded. A file of twenty-five labor cards 
is furnished the departmental timekeeper for each employee, one 
of which is used for each individual job on which the employee 
works. Each day the tabulating department replenishes the sup- 
ply of cards to replace those used during the previous day. 

The information recorded by this labor card is as follows: 

(1) Each employee is given a serial number at the time he is 
employed as a means of identification for payroll and per- 
sonnel records. This number remains the same for the 
duration of his employment. The two digit number pre- 
fixing this serial number indicates the department in which 
the employee is working and is changed only if he is trans- 
ferred to another department. This is known as his clock 
number and is printed on each card before going to the 
timekeeper. 

(2) The employee’s name is used as a double check for the 
tabulating and payroll departments if it is necessary to 
make any corrections on the labor cards. The name is also 
printed on each card before going to the timekeeper. 

(3) The factory number under which the employee works and 
the shift are also printed on the card before going to the 
timekeeper. 

(4) Each labor card is dated by the timekeeper in the space 
shown on the left edge of the card. 

(5) The space under the date is for the computation of elapsed 

(6) Each card is classified in the column marked as either: 

o—Regular time at regular rate 
7—Overtime hours at time and one-half 
8—Overtime hours at double time 
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(7) The work order or ship number is broken down as follows: 
(a) Class—Indicates the particular type of work being 
done 


(b) Basic order or ship—Indicates the contract number or 
the individual number of a particular airplane. 

(c) Rework—These columns indicate the department in 
which the work was done, to prevent any error arising 
from a-man working in any department other than the 
one to which he is normally assigned. 


(8) The columns for hours are self-explanatory and must agree 
with the figure shown as elapsed time. 


The entire payroll of ail employees in each timekeeper’s depart- 
ment must be accounted for; that is, every dollar must be specifi- 
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cally charged to some account. This means that the sum of the 
hours recorded on the labor cards must balance with the total 
hours as recorded by the clock cards for each employee in each 
department. It will be noted that this type of card does not have 
to be key punched but is used with mark sensing equipment. 
Mechanics of System 

In setting up standard costs for parts, the shop order (Ex- 
hibit 2) was used as the main source of information. Material is 
figured, using the weight per cubic inch as the basis for calculating | 
the weight. Standard time for the different operations is estab- 
lished by time study, and material price standards are based on the 
standards established by the inventory section. Allowances for 
normal waste are made by raising the weight of each fabricated 
part, and by a percentage added to the standard price of each pur- 
chased part. Outside production labor standards are based on the 
prices furnished by that department. A percentage is added to 
these figures to cover any other charges by the vendor. 
Cost Forms 

Before designing the cost forms to be used a careful analysis 
was made to determine: 
(a) The purposes for which these costs would be used. 

(b) The method of computation. 

(c) The method to be used in keeping standards up to date. 
It was decided that these costs would be used for : 
; (1) Costing out sales from work in process on partially com- 

pleted contracts. 

(2) As a basis for setting selling prices on spare parts. 
(3) Setting values for insurance purposes. 
i (4) Valuing work in process inventory. 
: (5) Asa basis for percentage breakdown exhibits required with 
each contract. 
: (6) As a basis for estimating costs on future designs. 
(7) As a basis for comparing outside production vendor prices 
(8) As a basis for cost control. 


For computation purposes it was decided that labor and overhead 
i would be applied by the use of hourly rates multiplied by the 
958 
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standard hours for each operation. Material, labor, overhead, and 
total manufacturing cost are shown separately and the base is for 
ten units. Two cost forms were designed as shown in Exhibits 3 
and 4. It will be noted that one form is for simple parts and the 
other for assemblies ; also, they are designed to allow recalculation 
on the same sheets. 

Next considered was the method of keeping constantly changing 
standards up to date. This has been accomplished by setting up 
several cross index files. The first of these is the materials stand- 
ard file. Our production methods were designed on the theory 
that in view of material allowances being based on the production 
of a given amount of airplanes monthly releases would be 
scheduled in uniform amounts. The amounts to be manufactured 
on each release is controlled by the shop order. This policy in- 
sures the delivery of every part necessary to finish a plane at a 
scheduled time. For this reason the quantity factor has been ig- 
nored, leaving the price factor as the only consideration affecting 
material standards. The inventory section makes an analysis each 
month of this factor and changes any standards that are not in 
line. All purchased parts and material is coded and a cross-index 
card is set up against each code showing, in addition to the stand- 
ard price used in cost, all part numbers that are affected by each 
code. The outside production standard file is handled in a similar 
manner with the exception that part numbers are used instead 
of codes. Another cross index file has been set up by part 
number giving the part or assembly number and indicating all 
other numbers that would be affected by any change in standards. 
It is readily apparent that by the use of thege index’ files, any 
standard can be changed with a minimum of clerical effort by 
changing only the costs affected by the change in standard. 
Control by Labor Charts ° 

In conjunction with our job cost methods direct labor hours 
are accumulated against each work order and charts plotted for 
the total man hours charged to each release. As releases are com- 
pleted, the actual hours are compared with the standard hours for 
each model. In this manner we are able to adjust our standard 
costs by applying back to cost the latest ratio of variance each 
month. Analysis of labor and overhead rates are made each 
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month, and our standard costs are adjusted accordingly. Our 
standard hours are based on the ideal or best performance basis, 
From experience we find that when a new contract is started there 


is bound to be a high ratio of labor variance, but as the contract ~ 


progresses the ratio drops in the same proportion that efficiency 
increases. By using the best performance basis, our standard 
hours will not be subject to constant change and costs can be 
easily adjusted by applying back the variance. To prove our stand- 
ard costs when compiled, they are compared with the job costs of 
the latest completed work orders. To put these costs on a compa- 
rable basis the actual hours, actual labor, and actual overhead rates 
for the period are substituted for the standard hours, labor and 
overhead rates for the completed airplane. These revised figures, 
when added to the standard material and standard outside pro- 
duction labor, should tie in with the job cost if the proper allow- 
ances for material waste and outside production labor variance 
have been made. 


Conclusion 


In conclusion let me summarize some of the advantages gained 
by these methods : 
(a) It is no longer necessary to keep time by part numbers. 
All time is kept by work order only. 
(b) We now have accurate costs to cost out sales. 
(c) A definite base has been established for selling prices. 
(d) A quick means for settling insurance claims has been pro- 
vided. 
(e) A true basis for estimating the cost of future designs is 
available. 
Am snthed of costing pests Ge 
cost of cost accounting. 


We do not present these methods as a finished procedure as they 
have been in use for only a short period, but we have already 
found that the value of the data secured and the saving in costs 
have justified it as being an approach to a more satisfactory cost 
accounting procedure in the aircraft industry. 
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COST SYSTEMS FOR CONTRACTS WITH FORWARD 
PRICING ARTICLES 


By Norman H. Ball, Accountant, 
Rochester Ordnance District, War Department, 
Rochester, New York 


AMENDMENT of Section 403, Sixth Supplemental Na- 
tional Defense Appropriation Act of 1942 by Section 8o1, 
Revenue Act of 1942, provides for periodic readjustment of the 
contract price and exemption for specified periods from renegotia- 
tion. To accomplish this, alternative contract articles providing 
for periodic readjustment of contract price and for exemption 
from renegotiation may be inserted in fixed-price or lump-sum 
contracts where the contractors are willing to eliminate allowances 
in the price for contingencies and to accept a smaller profit margin 
in return for other contract benefits. 


The Forward Pricing Articles 


A contracting officer may request the Director of Purchases Di- 
vision, Headquarters Services of Supply for permission to use 
these articles, providing that the experience of the contractor is 
in line with similar production, that the cost system and cost data 
of the contractor are adequate, and that the contractor will agree 
to a satisfactory price and profit margin. These new contract 
articles, known as Form 1 and Form 2, provide for the following 
changes in the contract: 

Form 1 a. Divides performance under the contract into speci- 
fied periods for the purpose of adjusting the price. 
b. The original contract price is exempted from statu- 
tory renegotiation for the first period of the contract. 
c. The contracting officer and the contractor will re- 
negotiate at the end of each period on the basis of 
cost experience and other data. 
d. The contracting officer may, at his discretion, exempt 
the price so fixed from statutory renegotiation. 


Form 2 a. Divides performance under the contract into speci- 


fied periods for the purpose of adjusting the contract 
price. 
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b. The price for the first period will be adjusted at the 
end of that period and appropriate credit or refund 
made. 

c. The adjusted price may be exempted from statutory 
renegotiation. 

Since Form 1 provides for a firm price exempted from statutory 
renegotiation for the first period of performance, its use is re- 
stricted to those contractors who supply accurate cost data at the 
time the contract is consummated and for repeat orders for ma- 
terials or equipment previously supplied by the contractor. 

Form 2 will be used when the contractor’s data on cost are in- 
sufficient but reasonably accurate, and costs can be supplied to- 
wards the end of the first period of performance. The first period 
under Form 2 will be of sufficient length to allow costs to become 
reasonably stabilized. Succeeding periods will probably range from 
three to four months. 


Benefits to Contractor and Government 


These contract articles were devised in order to offer the con- 
tractor an inducement to operate at maximum efficiency, to increase 
production, and to reduce costs. Reduction of cost is accomplished 
because the periods for which the prices are contracted are to be 
relatively short, and therefore, the need for contingent reserves 
and allowances which are provided for uncertainty and changes in 
conditions will be eliminated as a factor of cost. 

The contractor, under these articles, will benefit by reason of 
the higher profit on a reduced cost and a firm price exempt from 
statutory renegotiation during the specified period. At the end of 
each period the prices for the next period will be fixed on the basis 
of recent past experience, current conditions, and more accurate 
forecasts. This results in benefits to both the contractor and Gov- 
ernment by reduced costs in the form of lower prices but a higher 
allowed profit margin for the contractor. 


Gost Information Required 

To obtain this type of contract, the contractor must supply to 
the contracting officer certain definite cost information, so that the 
contracting officer can reasonably ascertain that the costs are ac- 
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tual. The contracting officer will examine the cost statements to 
determine that— 

1. The actual costs of performance are reliable and accurate. 

2. The contractor’s cost accounting system reflects accurate, 
adequate information for determination of costs. 

3. The contractor has had previous experience in producing 
substantially similar articles. 

4. A cost for performance in a succeeding period can be pre- 
dicted with reasonable accuracy so that profits are predict- 
able, and exemption from statutory renegotiation rests upon 
a sound basis. 


The contracting officer is charged with the responsibility of as- 
certaining that the contractor’s costs of performance are in accord 
with the foregoing facts, and he is authorized to make such checks 
of the costs by audit and analysis of the contractor’s cost account- 
ing system. 

Verification of labor and material costs is generally a simple 
matter and subject to easy authentication. Factory burden and the 
methods of apportionment will be subject to a critical examination, 
and the contractor should examine this part of his cost and ask 
himself whether the system needs refining to provide a more ac- 
curate unit cost determination. 


Costing Methods 


Contractors who manufacture a war product consisting of the 
product plus sets of spare parts or accessories should not use an 
overall burden plant rate for the allocation of burden to unit cost. 
Likewise, companies with contracts for diversified material and 
equipment cannot show accurate unit cost by distributing their 
burden on an overall burden rate. The use of standard cost sys- 
tems under this type of contract is not favored by the War De- 
partment and except in rare instances the contracting officer will 
request contractors using standard costs to change over to an ac- 
tual cost system. 

Many contractors cite the fact that trained accounting personnel 
is not available and that they cannot refine or enlarge their cost 
accounting systems for this reason. This may be true as applied to 
new plants and plants that have no cost records, but where the con- 
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tractor has cost records and cost accountants, refinements can be 
accomplished with the addition of girls familiar with the operation 
of office machines. Refining and systematizing a cost system is a 
duty and function of the cost accountant, and after that has been 
accomplished, the breakdown and posting of cost figures is a me- 
chanical operation performed by clerical help. 

Costs for government contracts should conform to those speci- 
fied in the contract, Treasury Decision 5000, or those set forth in 
the booklet entitled “Explanation of Principles for Determination 
of Costs Under Government Contracts.” 

Refinement of the cost accounting system and conformity to al- 
lowable costs as promulgated by the United States Government will 
pay dividends. It will enable the contractor to take advantage of 
forward pricing contract articles, and at the same time, will give 
him a better knowledge and control of his actual unit manufactur- 
ing costs. Money and time will be saved by the lessening of the 
time spent by government auditors who have occasion to audit his 
costs. Where non-allowable costs are buried in the cost figures, 
their disallowance is generally based upon an agreed and arbitrary 
percentage, and more often than not, this type of adjustment is 
not favorable to the contractor. 


Modification of Contract Where Forward Pricing Included 

Inclusion of forward pricing articles in fixed-price or lump-sum 
contract produces a modification or exclusion of articles already in 
the contract. When either Form 1 or Form 2 is used, articles 
providing for escalation, redetermination, and upward renegotia- 
tion are excluded. The statutory renegotiation article under the 
act of April 28, 1942 (Section 403, Public Law 528, 77th Con- 
gress) as amended, will remain unless the contract is exempt under 
the terms of the statute or is exempted by the contracting officer 
in the exercise of his discretion under the contract article. Under 
Form 1, only the first period is exempt from statutory renegotia- 
tion. 

Provision is also made for equitable adjustment of the price in 
case of changes in specifications, deliveries, rates of production, or 
increased expenses resulting from allocation or other government 
action. 
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Contract articles entitled “Termination for the Convenience of 
the Government” is amended by the addition of the following 
sentence : 

“For this purpose, the contract price for the incomplete por- 
tion of the contract shall be computed on a basis of (1) the 
prices agreed upon for the price period in which the notice of 
termination takes effect, as adjusted prices have been agreed 
upon for the period, or (2) such extended prices as the contract- 
ing officer deems reasonable under all the circumstances, if ad- 
justed prices have not been agreed upon for that period.” 


The articles used in Form 1 provide for periodic adjustment of 
prices at specified periods. The estimate in the price for the first 
period will be based upon the following : 

(a) Factory cost* 
(1) Direct materials. 
(2) Direct productive labor. 
(3) Direct engineering expense. 
(4) Miscellaneous direct factory charges. 
(5) Indirect factory expenses (State basis of allocation) ** 
(6) Total factory cost. 
(b) Other manufacturing costs. 
(c) Miscellaneous direct expenses. 
(d) Indirect engineering expenses. 
(e) Expenses of distribution, servicing and administration. 
(£) Guarantee expenses. 

The price paid for articles in the first period is exempted from 
renegotiation if the contracting officer finds that the provisions of 
the contract are adequate to prevent excessive profits. 


Periodic Statements 
The contractor will submit periodic statements of cost fifteen 
days before the end of period or periods or at such other times as 
the contracting officer may fix. These statements will provide the 
following information : 
(1) The actual cost of producing all items completed for de- 
livery during such period for which cost figures are avail- 


*This breakdown may be altered to suit particular 


circumstances. 
. ™ State separately the estimated amount of each of the following items 
included: (a) Normal depreciation. (b) Special amortization. 
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able and such other statements as the contracting officer 
may require. 


(2) Estimates of cost for succeeding period based upon pre- 


vious cost experience of the contractor and upon other 
relevant factors. 


(3) Proposed prices for items to be delivered during the next 


succeeding period. 


Periodic Price Adjustments—Exemptions 


(1) 


(2) 


(3) 


The contractor and contracting officer to negotiate in good 
faith to agree upon adjusted cost estimates and prices for 
items to be delivered during the next succeeding period 
under the contract. 

Prices may be in excess of, or less than, the price stated 
in the contract. Whenever the contractor, by skillful man- 
agement, careful buying or efficiency in production has re- 
duced costs experienced during the next preceding period 
below the estimated amount thereof and the Government 
will benefit therefrom by reduced prices for the succeeding 
period, the contemplated margin of profit for the succeed- 
ing period may be increased in recognition of the facts. 
After each renegotiation, the agreement reached will be evi- 
denced by a supplemental agreement to the contract stating 
the cost estimates and adjusted prices for the succeeding 
period. In the discretion of the contracting officer, the 
supplemental agreement may contain a finding that provi- 
sions of the contract and supplemental agreement are ade- 
quate to prevent excessive profits during the applicable 
succeeding period and that prices fixed for such period will 
not be subject to renegotiation under Section 403, Sixth 
Supplemental National Defense Appropriation Act of 1942 
as amended. 


(4) In case of disagreement between the contracting officer and 


the contractor as to an adjusted price for any period, the 
adjusted price will not be subject to the article covering 
disputes and during that period, the contractor is to be paid 
the price so fixed for the preceding period. 
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Payments . 
First Pertrop: The Government to pay for all items delivered 
during the period at the agreed price. 


SuccEEDING Pertops: The Government will pay the negotiated 
price for items delivered during the period. Where prices for any 
succeeding period are still under negotiation and not agreed upon 
at the beginning of the period, the contractor will be paid the price 
fixed for the last preceding period until such time as the price is 
agreed upon. Adjustments will be made by additions or deduc- 
tions on the payments for subsequent deliveries. 


Accounts and Records 


The contractor is to maintain books, records and accounts to re- 
flect accurately and segregate clearly the cost of performing the 
contract. The contractor may follow the cost accounting system 
regularly used by him if the contracting officer finds that it is ade- 
quate and in accordance with sound accounting practice. 

Where Form 2 is used, the article covering price periods recog- 
nizes that the cost of performing the contract cannot be accurately 
estimated at the time of execution and that it shall be adjusted in 
the light of the contractor’s actual experience based upon certain 
selected periods. 

All other contract articles for use under Form 2 follow the out- 
line as described for the use of Form 1. 


Changes in Delivery Schedules (Both Form 1 and Form 2) 


Where the Government reduces the rate of deliveries by partial 
termination for the convenience of the Government or any of its 
agencies or instrumentalities, and prevents the contractor, by rea- 
son of preference, priorities or allocation order from delivering 
any of the items under the contract in accordance with the delivery 
schedules then in effect, and the reduction or delay so interrupts 
the contractor’s schedules of production that the cost of the items 
is substantially affected, then the Government will make equitable 
adjustment in the contract price and the time for performance. 
The contractor must assert any claim or adjustment within thirty 
days after the date of the reduction is ordered or within such pe- 
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riod that the contracting officer will allow before the contract is 
finally settled. Where the contracting officer and the contractor 
fail to agree, the dispute will be determined in accordance with 


a the contract article covering disputes. 
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PRACTICE IN ACCOUNTING FOR NON-RECURRING 
EXPENDITURES ARISING FROM WARTIME 
PRODUCTION 


Compiled by 
The Research and Technical Service Department 
National Association of Cost Accountants 
R. P. Marple, Director 


RESEARCH REPORT published as Section IIT of the 
N.A.C.A. Bulletin for April 1, dealt with current practice in 
accounting for continuing expenditures arising out of wartime 
production. The types of expenditures considered in that report 
were the types which are incurred more or less frequently and are 
usually charged against current production. The present report is 
concerned with practice in accounting for a somewhat different 
class of expenditures—those expenditures which are made infre- 
quently and which may benefit periods other than the one in which 
incurred. 

In the questionnaire on which this report is based there was 
included the same three general questions as in the questionnaire 
used in obtaining the data presented in the previous report. These 
questions were designed to aid in classifying the companies and to 
help in indicating the reasons for observed variations in accounting 
practice. As an indication of the general representativeness of the 
two groups of companies and to provide a more complete coverage 
in one report, the replies of both groups of companies to the three 
general questions will be summarized here. : 


Wartime Shifts in Products and Types of Equipment 

In both questionnaires members were asked to state whether the 
war contract production of their companies was or was not on 
essentially the same types of products as during peace times, and 
whether the equipment being utilized for war contract production 
was or was not the same type as used during peace times. The re- 
plies to this question show about the same distribution for each 
group of companies and the comments in the previous report are 
applicable to both sets of data. Accordingly, the replies are sum- 
marized below without further comment: 
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Reporting Reporting 
Type of Production Expendi- Expendi- 
: and Equipment Utilized tures tures panies T; 
i 1. Producing essentially the same Same 
34 products with the same equip- Differ 
— ment as during peace times... 65 61 126 Both | 
2. Producing products different No ar 
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_ utilizing the same type of 
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Companies Companies 
Reporting Reporting 
on 


on Non- 


Same as during peace times 
Different from peace times 
Both types of equipment utilized. . 


Proportion of War and Non-War Business 


In the previous report on accounting for continuing expendi- 
tures arising out of wartime production it was possible to group 
the companies and report separately on those engaged 100 per cent 
on war work, those engaged 100 per cent on non-war work, and 
those with some war and some non-war production. In this report 
only two groups are possible. While a few members connected 
with companies engaged 100 per cent on non-war production. did 
reply to the questionnaire, they were unable to answer many of the 
questions which related largely to expenditures which arise as a 
result of war contract production. For this reason these question- 
naires were excluded from the study, and the 156 companies whose 
replies are reported here consist of 26 companies engaged 100 per 
cent on war work, and 130 companies engaged in both war con- 
tract and non-war production. 

In the following table the companies with both war contract and 
non-war production replying to both questionnaires are classified 
to show by percentage ranges the number of companies reporting 
their per cent of war work within cach range: 


Continuing Recurring 
Per Cent of War Work Expenditures Expenditures 


14 

13 16 

20 18 

24 4 
22 
13 

106 
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Method of Costing in Use 
The number of companies using each method of costing as re- 
ported on the two questionnaires is shown below: 


we EPS 


The principal difference between the two groups of companies 
in cost accounting methods used is that the companies replying to 
the second questionnaire contain a larger proportion of companies 
using a combination of methods and fewer companies with process 
costs than in the case of the companies replying to the first ques- 
tionnaire. The various combinations of methods reported by the 
two groups of companies is shown below: 


4 


q 
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Companies Reporting on use pi 

Reporting on Non- 
Current Method of Cost Continuing Recurring panies 
: Accumulation Expenditures Expenditures chang 
| 25 13 tract | 
i Ideal or current standard costs 24 28 the tv 

— Basic standard costs .......... 16 20 ‘ 
, Combination of two or more of perioc 

Total Companies ........ 143 156 

Natw 
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form 
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 &§ Combination of Exp $ Change 
ob costs and current standard to jc 
. Process costs and current stand- ess a 
Process costs and basic stand- Ic 
7 Current and basic standard costs Change 
Job, process and current stand- stand 
we ard ¢ 
. Job costs, and current and basic Change 
Total Companies eee 1 
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As in the previous study, it is possible to determine the changes 
in cost accounting methods since the beginning of government con- 
tract production by comparing the answers summarized above with 
the replies to another part of the question on costing methods in 
use prior to the start of war contract production. Of the 156 com- 
panies whose practice is summarized in this study, 124 report no 
change in basic cost accounting methods since the start of war con- 
tract production. Thus only 52 of the 299 companies covered by 
the two studies report any change in costing methods over this 
period. Rather than report in detail the nature of these changes, 
the following tabulation is presented as a summary of the general 
trend evidenced by the 299 replies: 

Companies 
Companies 
Reporting on Non- 


Nature of C. ie in Costing Continuing Recurring Com- 
Expenditures Expenditures panies 


7 12 


Change from job costs to proc- 
ess and current standard costs 


job and process 


| 
Addition of job costs to the 
method or methods formerly 
ition of process, current 
standards or basic standards 
to the method or methods 
formerly used 2 4 6 
Addition of job and process 
costs to the method formerly 
Elimination of standard costs, 
used with job costs 2 2 
Change from process, current 
standards or basic standards 
Change from job costs to cur- 
e from job costs 
Change from basic to current 
Chan from basic standard 
3 
1 1 1 
Total Companies ........ 20 32 52 
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Referring for the moment to the changes reported by the 32. 
companies in the group which reported on non-recurring expendi- 
tures, it will be noted that while the trend was toward job costs 
and away from process and standard costs, only 8 companies re- 
port that process and standard costs have been dropped, and these 
are partially offset by three companies which have replaced job 
costs by standard costs. It would appear that the number of com- 
panies changing their costing methods as a result of government 
contract production is rather small considering the emphasis on so- 
called “actual” costs under conditions of government contract pro- 
duction. Moreover, all but 2 of the 32 companies in this group, 
which report changes in accounting methods are companies which 
are manufacturing products different from those manufactured 
before the war, tending to confirm the observation made in the 
previous report (based on the fact that 15 of the 20 companies ir 
that study which had changed accounting methods had also 
changed products) that in many cases a change in products manu- 
factured may be more responsible for the change in costing meth- 
ods than the needs of government contract production. 


Questions on Specific Types of Expenditures 

Turning now to the specific questions on methods used in ac- 
counting for certain non-recurring expenditures arising from 
wartime production, let us consider first the three questions which 
were asked with respect to each of 9 types of expenditures: 


1. Is the expenditure charge to— 
a. War contract production only, 
b. Non-war production only, or 
~~ between both types of production? 


ture— 
in total to the first contract, 
pread over production for the period, 


ized and depreciated? 


contend, or 
used? 


It will be noted that the second and third questions are closely 
related, and that the significance of an answer to the third question 
is increased when read in connection with the answer to the second 
question. For this reason, the answers to these two questions will 
be considered together in reporting the replies to the questionnaire. 
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1. Oricinat Cost oF INSTALLING oR REPLACING FENCcEs, GuARD 
Houses AND OTHER PROTECTIVE INSTALLATIONS 


Accounting Treatment 
Charged in total to first contract 
as a direct charge 
as a part of factory overhead 


not reported 


Basis of 
as a part ‘ actory overhead 


In addition to the information on specific methods which this 

tabulation supplies, it also provides two other types of information : 

1. An indication of practice with regard to the length of 
time over which the expenditure is absorbed, and 

2. An indication of the practice in charging an expenditure 

against a specific line or product or against all production. 


In the case of the cost of protective installations it will be noted 
that 67 companies absorb the cost currently (9 as a charge against 
the first contract and 58 as a charge against the first period), while 
62 companies absorb the cost over a longer period (4 by spreading 
over the estimated production of the line or product and 58 by 
capitalizing and depreciating). Perhaps current practice is more 
equally divided than would be the case during more normal times 
when one would expect the majority of companies to capitalize and 
depreciate such expenditures, if of significant amount. Undoubt- 
edly the practice in the case of approximately one-half of the com- 
panies of writing off the expenditure against the first contract or 
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the first period is based on the fact that the protective installations 
needed during war times are in excess of those needed during nor- 
mal times and the length of the war period over which such instal- 
lations will be needed is uncertain. In some cases the current 
write-off may be attributed to the fact that the expenditure is too 
small to justify capitalization and depreciation over the estimated 
life of the asset. . ; 

When an expenditure is charged against an individual job or 
contract or is spread over the estimated production of the line or 
product, it may be assumed that the expenditure is made because 
of or for the benefit of the contract, line or product charged. One 
normally thinks of the cost of protective installations as expendi- 
tures to protect the plant as a whole. It is probable in the 9 cases 
where the expenditure is charged in total against the first contract 
and the 4 cases where the charge is spread over the estimated pro- 
duction of the line or product that this practice is followed because 
the installation is made necessary by one large contract or by a 
particular product or line being manufactured. Eight of the 9 
companies which report that the charge is made in total to the 
first contract and two of the four companies which spread the cost 
over the estimated production of the line or product report that the 
charge is against government contract production. 

One would normally expect that expenditures which are charged 
in total to an individual contract or spread over the estimated pro- 
duction of a line or product would be treated as direct charges, and 
there is no clue in the questionnaire to the reason for the practice 
of three companies of including these items in factory overhead. 
The same practice is found in connection with other expenditures 
discussed later in this report. 

That most companies think of the cost of protective installations 
as a cost to be applied to all production is indicated by the fact 
that 58 companies report that the cost is spread over the production 
of the period as a part of factory overhead and an additional 58 
report that the cost is capitalized and depreciated. While 46 of the 
58 companies in this latter group state that the depreciation is ap- 
plied as a part of factory overhead, 11 fail to report the method of 
application and 1 states that it is applied as a direct charge. Ap- 
parently the companies which failed to report on the method of 
application felt that depreciation was so generally treated as @ 
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part of factory overhead that no answer was needed. The practice 
of the one company in treating depreciation on the capitalized 
amount as a direct charge would tend to indicate that it is applied 
against a specific job, contract or product rather than to all pro- 
duction. The practice of this company differs from that of the 4 
companies which spread the cost over estimated production in that 
in the first case the estimated life of the asset is the presumed basis 
for spreading the cost whereas in the later case estimated produc- 
tion of the line or product is the basis. 

Of the 46 companies which report that the capitalized cost of 
protective installations are depreciated as a part of factory over- 
head, 8 state that the-expenditures are covered by certificates 
of necessity and are being amortized over a 5-year period. Appar- 
ently in each case the amortization is for book as well as tax pur- 
poses, for two of the companies report that only normal deprecia- 
tion is charged to production cost through overhead. One com- 
pany charges the excess of special amortization over normal de- 
preciation to cost of goods sold direct, the other makes the charge 
to profit and loss through a variance account. 

In some cases companies have reported that expenditures were 
handled as direct charges or as a part of overhead but have not re- 
ported how these expenditures were spread over periods or pro- 
duction. These have been listed here as “basis of spreading not 
reported,” and the basis of applying indicated. __ 

The three companies listed under “other treatment” each report 
that two methods are in use. Two companies report that some ex- 
penditures are spread over the production of the period as over- 
head and others capitalized and depreciated as overhead, while one 
company treats some expenditures as direct charges against the 
production of the period and others as amounts to be capitalized 
and depreciated as a part of overhead. 


Companies 
100% War with 
Total Contract Divided 
Charged to Companies Companies Production 
War contract production 
Non-war production only 
f production 
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It will be noticed that the number of companies with divided 
production (part war work and part non-war work) which charge 
the cost of protective installations against war contract production 
only (28) is larger than the number of companies shown in the 
previous tabulation as treating this type of expenditure as a direct 
charge, indicating that in some cases the charge is made to gov- 
ernment contracts through overhead applicable only to such con- 
tracts. The practice of one company, 95 per cent of whose pro- 
duction is on government contracts, of applying this cost against 
non-government production only is not explained. 


2. EXPENDITURES TO Provipe Space, Desks, AND OTHER 
FAcILities FoR GOVERNMENT INSPECTORS, AUDITORS, ETC. 


Accounting Treatment , Number of Companies 
Charged in total to first contract ..............0..6 13 
as a part of factory overhead ................. : 
Spread over production for the period.............. Ge 45 
as a of factory overhead ...............-- 40 
Spread over estimated production for the line or 
as a part of factory overhead ................. 2 
2 
as a part of factory overhead ................. 40 
Basis of not reported, but applied......... $0 7 
as a part of factory overhead ................. 7 ; 


The practice in accounting for the cost of providing space and 
facilities for government representatives is very similar to that in 
accounting for the cost of protective installations, although a 
smaller number of companies answered this question. Apparently 
several companies have not experienced this type of expenditure in 
significant amount and have not attempted to segregate it. 
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It is significant that all of the 13 companies which charge this 
type of expenditure in total to the first contract make the charge 
to government contracts. Eight of these companies have both gov- 
ernment and commercial production; the other five are engaged 
fully on war contract work. 

Three of the four companies which spread this expenditure over 
production for the period as a direct charge make the charge to 
government contracts only, which would help to explain its segre- 
gation and application as a direct charge. 

Five of the companies which capitalize this expenditure report 
that the cost is covered by a certificate of necessity and amortized 
over a 5-year period. In one case the excess of amortization over 
normal depreciation is charged to profit and loss through a vari- 
ance account. 

The four companies which are listed as according “other treat- 
ment” to this type of expenditure report that the charge is divided 
as follows: 


1. Two companies charge partly as a direct charge against 
the first contract and partly to a capital account. 
2. One company partly spreads the cost over the period as a 
part of overhead and partly capitalizes and depreciates. 
3. One company capitalizes and depreciates, treating the de- 
preciation partially as a direct charge and partially as 
head. 


over: 

Companies 

100% War with 
Total Contract Divided 

Charged to Companies Companies Production 
War contract ion only ....... 21 32 
61 61 
42 5 37 
Total Companies ...........+++ 156 26 130 


Here the tendency on the part of companies with divided pro- 
duction is somewhat more toward making the charge against war 
production only than in the case of the cost of protective installa- 
tions. This is understandable on the theory that without govern- 
ment contracts this item of cost would not be incurred. Undoubt- 
edly the difficulty of segregation has prevented more companies 
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from charging this type of expenditure against government con- 
tract production only. 


3. Oricinat Cost or Facizitires Provipep ror ADDED 


There is more of a tendency to absorb the cost of facilities pro- 
vided for added employee training against the current period than 
in the case of the two types of expenditures previously considered. 
Seventy companies apply the cost against current production—9 
against the first contract, and 61 against the production of the 
period—while only 39 spread the cost over a longer period—8 over 
estimated production of the line or product, and 31 by capitalizing 

As in the case of the two types of expenditures previously con- 
sidered, relatively few companies have found it possible to make 
the charge against a specific contract, line or product. While 17 
companies either charge the first contract or spread the cost over 
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the estimated production of the line or product, the great majority 
—g2 companies in all—spread the cost over the production of the 
period when incurred or over the production of several periods 
by capitalizing and depreciating. Possibly the 4 companies which 
apply this expenditure as a direct charge when spread over the 
period or capitalized and depreciated should be excluded from the 
later figure and included in the former, but even with this adjust- 
ment practice is predominately in favor of treating the expenditure 
as a charge to all production. 

Of the 26 companies which capitalize this type of expenditure, 3 
that thie cost io subject to spertel 
ficates of necessity. 

Two of the four companies reporting “other treatment” state 
that the expenditure is partly spread over the production of the 
period as overhead, and partly capitalized and depreciated. The 
other two companies charge certain expenditures to the first con- 
tract and spread others over the production for the period. In one 
case the expenditures are applied as direct charges, in the other 


The number of companies with divided production charging this ~ 
type of expenditure against government contract production only 
is smaller than for the two types of expenditures considered previ- 
ously, There is no explanation for the practice of one company 
with divided production which charges this expenditure to non- 
war production only. 


943 
nies 
as part of overhead. 
Companies 
100% War with 
Total Contract Divided 
Charged to Companies Companies Production 
Government contract production only 42 21 21 
Non-war production only ........... 1 1 
Both types of production ........... 68 68 
| Total Companies .............. 156 26 130 
1029 
As 


N.A.C.A. Bulletin April 15, 1943 


4- Oricrnat Cost or ProvipinG FAcILities For 
Women WorKERS 


Accounting Treatment Number of Companies 
Charged in total to the first contract ............... 4 
2 
as a part of factory overhead ................4.- 2 
over production for the period .............. vii 39 
as a part of factory overhead ................. 37 
over estimated production for the line or 
2 
as a part of factory overhead .................. 4 
Capitalized and depreciated wan 
as a part of factory overhead ................. 47 
Basis of ing not reported, but applied ........ 3 
as a part of factory overhead ................. 1 
56 


The relatively large number of companies failing to answer this 
question is due to the number of companies which employed wo- 
men workers prior to the start of war contract production plus 
the companies which are not as yet employing women workers. 
Thirty-three of the 42 companies which did not report their ac- 
counting practice gave one or the other of these reasons for not 
reporting. 

The general tendency is to spread the cost of providing facil- 
ities for women workers over more than the current period and 
to apply it against all production rather than to charge to specific 
contracts, products, or product lines. While 44 companies absorb 
this expenditure currently—4 against the first contract, and 39 
against the period’s production—a total of 63 spread it over a 
longer period—6 by spreading over the estimated. production of 
the line or product, and 57 by capitalizing and depreciating. It is 
rather difficult to see how the cost of providing facilities for women 
workers can be related directly to any specific product or line of 
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products. Possibly what these six answers mean is that the cost 
is spread over the estimated production for the period over which 
women workers will be employed. 

Of the 47 companies which report that the cost of facilities pro- 
vided for women workers is capitalized and depreciated as over- 
head, 6 report that such facilities are covered by certificates of 
necessity and are being amortized over a 5-year period. Two of 
these companies report that only normal depreciation is included 
in product costs, with the excess of the amount amortized over 
normal depreciation charged directly to profit and loss. 

All of the 5 companies reporting “other treatment,” state that 
the charge is divided. Two companies treat some expenditures 
as a direct charge against the first contract and others as amounts 
to be capitalized and depreciated. One of these companies explains 
that expenditures for washrooms, building changes and plumbing 
are capitalized, while the cost of chairs, lockers, etc., is charged 
directly against the first government contract. The other three 
companies spread some expenditures over the production of the 
period while capitalizing and depreciating others. Two of these 
treat the amount spread over the period’s production as a part of 
overhead, the other as a direct charge. 


Total Contract Divided 


Charged to Companies Companies Production 
Government contract production only 35 18 17 
Both war and non-war production.... 70 70 
51 8 43 

Total Companies .............. 156 26 130 


The relatively small number of companies with divided produc- 
tion which charge this type of expenditure against government 
contract production only is in line with the more common practice 
of capitalizing these expenditures and spreading the depreciation 
over all production. 
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5. Cost oF REARRANGING EQuiPMENT AND CONVERTING TO War 
Contract Propuction WHEN Nor SPECIFICALLY 
ALLOWED By CONTRACT 

Accounting Treatment 


Charged in total to the first contract 
as a direct 


7 
14 


The cost of rearranging equipment and converting to war con- 
tract production is more commonly written off currently than any 
of the types of expenditures so far considered. In all, 94 com- 
panies report that the cost is absorbed currently—17 by a charge 
to the first contract, and 77 by spreading over the production of 
the period—while only 27 companies spread the cost over a longer 
period—14 over the estimated production for the line or product, 
and 13 by capitalizing and depreciating. Because the asset value 
resulting from this type of expenditure is less tangible than 
in the case of the expenditures previously considered, and little 
in the way of a residual value may be expected after the purpose 
for which the rearrangement or conversion was made has been 
served, it is surprising that even this many companies use the 
longer period. 
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: Spread over production for the period .............. 77 
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Capltalined end depreciated 
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The proportion of companies charging the cost of rearranging 
equipment and converting to war contract production to specific 
contracts, products, or product lines is larger than for any of the 
expenditures previously considered. All of the 14 companies 
which charge this type of expenditure directly to the first contract, 
and all of the 4 companies which spread the cost over estimated 
production as a direct charge report that the charge is made to 
government contract production only. In addition, 5 of the 8 
companies which spread the cost over estimated production as 
overhead state that the cost is applied to government contracts 
only. Possibly we may infer from this practice that the cost 
is spread over the contract rather than over estimated production 
for the line or product, although in some cases the two may be the 
same. 

Of the companies which report that the cost is spread over the 
production of the period, 4 are listed as reporting “other treat- 
ment.” One of these states that the cost is applied as general ex- 
pense ; one that it is applied as a part of “development expense” ; 
one that it is “distributed on bases of unfilled orders”; and one 
that it is treated as an “indirect charge.” 

One of the companies which reports that the cost of rearrange- 
ment and conversion is capitalized, states that the expenditure 
is covered by a certificate of necessity and that the excess of 
special amortization over normal depreciation is charged direct 
to profit and loss. 

All of the 7 companies listed under “other treatment” report 
alternative or divided treatment, possibly indicating that the cost 
of normal rearrangement of equipment is treated in one way 
and major conversion in another. Four of these 7 companies 
capitalize and depreciate some of these expenditures; three of 
these companies spread the other costs of this type over the pr:~ 
duction of the period (two as overhead and one as a direct 
charge), while the other company charges these other expenditures 
against the first contract as a part of overhead. The reported prac- 
tices of the other three companies are as follows: 


Part of the cost spread over the period’s production as factory 
overhead, balance charged directly to profit and loss. 
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Part of the cost charged directly to CPFF contract, balance 
treated as an adjustment to manufacturing cost of fixed- 
price contracts. 

Part of cost written off against period’s production as over- 
head, balance spread over estimated production of line or 
product as a direct charge. 

100% War 
Total Contract Divided 
Companies C 


All of the 76 companies with divided production which charge 
the cost of rearrangement and conversion to both types of pro- 
duction are companies which spread the cost over the production 
of the period or capitalize and depreciate these expenditures. This 
question related to cost of rearranging equipment and converting 


to war contract production. Apparently these 76 companies have 
found the segregation of these costs and their application to war 
production either impractical or unnecessary. 

6. So-Cattep “ExpenpaBLe” Items ACQUIRED IN CONNECTION 


Facivities CONTRACTS BUT NOT CAPITALIZABLE 
Unpver GovERNMENT REGULATIONS 


| Ape 
Basi: 
i 
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q tion, 
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W: roducti 21 32 | 
Both types of production ........... 76 the 
‘ Total Companies .............. 156 26° 130 It 
; of t 
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com, 
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4 duct 
The 
— Accounting Treatment Number of Companies 
Spread over production for the period .............. 
4 as a part of factory overhead .................. % 
Capitalized and 0 over 
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A few members stated that they did not understand this ques- 
tion. Under various facility contracts government representatives 
have ruled that the cost of certain tools, fixtures and parts are 
not capitalizable, but are “expendable” costs to be excluded from 
the reimbursable cost of facilities contracts. This question is con- 
cerned with the accounting treatment of these “expendable” items. 

It will be noted that most companies write off such expendi- 
tures either against the first contract or against the production 
of the period. Only 14 companies spread the cost over a longer 
period and no companies capitalize such expenditures. 

Five companies report treatments other than those listed. One 
company charges this cost to profit and loss. One charges the cost 
of special tools to the first contract as a direct charge, and the 
cost of general tools over the period’s production as overhead. 
Two companies charge part of the expenditures as a direct charge 
to the first contract and spread other costs over the period’s pro- 
duction, in one case as a direct charge, in the other as overhead. 
The other company spreads the cost over the production of the 
period, partly as a direct charge and partly as overhead. 

100% War 
Total Contract ~ Divided 

Charged to Companies Companies Production 
Government contract production a 59 18 41 


Both war and non-war production. . 42 42 
No answer 55 8 47 


26 130 

Apparently in the case of half of the companies with divided 
production the tools or equipment which is considered “expend- 
able” is used on both war and non-war production and is charged 
accordingly. Most of the companies which charge both type of 
production spread the cost over the production of the period as 
overhead. 
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7. EXPENDITURES FoR Wak Propuct RESEARCH as 
DISTINGUISHED FROM DEVELOPMENT 


Accounting Treatment 


Charged in total to the first contract 
a direct charge 


This and the next two types of expenditures are often combined 
under the general title of “Research and Development.” In the 
questionnaire, research expenditures were distinguished from de- 
velopment expenditures by the parenthetical explanation, “i. e. 
costs incurred prior to decision that a marketable product has re- 
sulted.” It will be noted that the question referred to “war prod- 
uct research.” 

The answers appear to reflect the different conditions under 
which such expenditures may be incurred. Where the research 
and experimental work has been carried on to discover or improve 
products or production methods and later result in a contract for 
the product covered by the research work, it would appear logical 
to charge the cost of the research work against the contract. The 
same would be true where the research is undertaken after the 
contract is obtained in order to improve the product or discover 

1036 


SE 


Number of Companies 
24 
as a part of factory over 
Spread over production for the period.............. 59 
: as a part of factory overhead.................. 43 
other basis of application. 9 
4 Spread over estimated production of the line or 
as a part of factory 7 
as a part of factory 2 
4 Basis of not reported, but applied......... 9 
as a part of factory 
T 
uct 


April 15, 1943 N.A.C. A. Bulletin 


improved production methods. This sort of situation would occur 
most frequently in the case of prime contractors with large con- 
tracts for specialized implements of war. Subcontractors manu- 
facturing parts and components with several contracts for the 
same or similar products and both government and commercial 
customers would be more likely to spread the expenditure. Of the 
24 companies which charge research expenditures in total against 
the first contract, 20 make a direct charge and all but one of these 
report that the charge is against government contract production 
only. 

The second type of condition is reflected by the practice of the 
59 companies which treat the cost of war product research as a 
cost to be spread over the production of the period. Presumably 
these companies have not found it possible to associate the cost of 
research projects with specific contracts, with the result that in 
these companies the cost is not only: spread over the production 
for the period, but in 43 of the 59 companies it is applied as a part 
of factory overhead. In addition, 38 of the 59 companies report 
that the cost is applied to both government contract production and 
commercial production, 20 say it applies to war contract production 
only and 1 failed to report the type of production charged. Since 
10 of the 20 companies are engaged wholly on government pro- 
duction it would appear that the prevailing practice in this group 
is to treat the cost of war product research as an indirect cost of 
the period to be spread through overhead to all jobs and contracts 
worked on. 

However, included in this group under the head of “other treat- 
ment” are 9 companies which report the following methods of 
spreading the cost over the period : 


“General expense” 

“Administrative expense” 
overhead” 
“Amortization 

“Separate item of cost” 

“Overhead, but not factory overhead” 
“An indirect charge” 


“Written off as a separate expense” 
“Treated as ‘development’ with two following items of cost” 


The 13 companies which report that the cost of war product re- 
search is spread over the estimated production of the line or prod- 
uct are in somewhat the same situation as the companies which 
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treat such costs as a charge against the first contract. In each case 
it is necessary to associate the expenditure with a specific contract, 
product or line. Where this can be done the expenditure may 
either be charged against the first contract for the product or 
spread over the estimated production of the product. The greater 
number of companies making the charge against the first contract 
is a reflection of the difficulty of estimating probable production 
of war goods beyond the contracts already signed. So long as the 
contracts are all with one customer—the government—it would 
appear to make little net difference whether the initial cost of re- 
search were recovered on the first contract or spread over several 
—provided the total cost is absorbed in the later case. 

One of the 3 companies reporting other methods of treatment 
states that the charge is made to profit and loss. The other two 
companies report alternative treatments. In one company, the cost 
of research expenditures is charged partly against the production 
of the period as a part of overhead, and partly spread over the 
estimated production of the line or product as a direct charge. In 
the other company such expenditures are partly spread over the 


period as a direct charge, and partly capitalized and depreciated as 
overhead. Just what determines which of the alternative methods 
to apply to a specific expenditure was not revealed in the replies. 


16 
10 
% 

Since we are dealing here with “war product research,” it is 
mildly surprising to find such a large portion of the companies - 
making the charge against both government and commercial pro- 
duction. Undoubtedly, the explanation for the reported practice 
is that these companies have found it impossible to associate gen- 
eral research expenditures and/or the cost of specific research 
projects with definite products, jobs, and contracts and have found 
it necessary to follow the practice of spreading all research costs 
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over all production. Being unable to separate-war product research 
from other research they have reported their general practice in 
accounting for all research. 


8. Cost oF ENGINEERING, DRAFTING, AND DESIGNING ON 
Propucts Bernc Propucep UNDER War CONTRACTS 


Accounting Treatment Number of Companies 
Charged in total to first contract 36 
as a direct charge 
as a part of factory overhead 
tal admini : 


for the period 
as a direct charge 
as a part of factory overhead 
other treatment 


Capitalized and depreciated 
as a part of ican overhead 


Basis of 
as a direct 


It will be noted that while the number of companiés reporting 
the use of each of the first three methods of treatment is greater 
than for the previous question on research, this is due to the larger 
number of companies answering this question; the proportions 
remain practically the same as in the case of research. Of the 96 
companies reporting the use of one or the other of the first three 
methods for accounting for research, 25 per cent reported that the 
cost is charged against the first contract, 62 per cent that the cost 
is spread over the production of the period and 13 per cent that 
the charge is spread over estimated production for the line or 
product. Of the 125 companies reporting the use of these three 
methods in accounting for the cost of engineering, drafting and 
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designing, 29 per cent report that the charge is made to the first 
contract, 57 per cent that the cost is spread over production for 
the period and 14 per cent that the cost is spread over estimated 
production of the line or product. 

One would expect that because engineering, designing and 
drafting can be more readily associated with a specific product, 
there would be more of a tendency to charge the cost directly to 
the first contract or to spread it over the estimated production for 
the product or line than in the case of research, but the replies in- 
dicate that this tendency is very slight. Instead, the majority of 
companies spread this type of expenditure, like research cost, over 
the production of the period, in most cases as a part of factory 
overhead. Perhaps at least a partial explanation of this practice 
is the fact that in many companies no distinction is made between 
research costs on the one hand and engineering, drafting and de- 
signing on the other, with the result that the combined cost cannot 
be associated with any specific products or contracts and therefore 
needs to be spread over all production. 

Of the 31 companies which charge this expenditure to the first 
contract as a direct charge all but one report that the charge is 
made against government contract production. In addition, all 7 
of the companies which report that the cost is spread over the 
estimated production for the line or product as a direct charge 
made this charge against government contracts. Apparently, where 
the research and development work relates to government contract 
production there is a greater effort to segregate the cost and to 
apply it directly than is the case where the research and develop- 
ment work is carried on for both types of production. 

Of the four companies listed as reporting “other treatment” in 
the group which spread this cost over production of the period, two 
state that the cost is applied as a general expense, one states that 
it is treated as a separate item of cost, and the other states that it 
is combined with research and tooling costs in a separate “develop- 
ment” account. 

One of the three companies listed under “other treatment” re- 
ports that this type of expenditure is charged directly to profit and 
loss ; the other two report alternative methods. One states that the 
expenditure is either charged directly against the first contract or 
is spread over the production for the period as a direct charge. 
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The other company treats this item of cost either as a direct charge 
to be spread over the production of the period or as an item to be 


Companies 
War with 

Charged to Companies Companies Production 
Government contract production only 8&8 22 66 
Both war and non-war production.... 43 43 
25 4 21 
Total Companies .............. 156 26 130 


Because this question deals with the cost of engineering, draft- 
ing and designing on products being produced under war contracts 
one would expect that a somewhat larger proportion of the com- 
panies would make the charge against government contract pro- 
duction only, but apparently this viewpoint disregards the fact 
that much production on government contracts and subcontracts is 
for parts and components used also for non-war purposes and for 
products which are essentially the same as those produced for 
commercial customers. This surmise is at least partially borne out 
by the answers to the first general question, where 31 of the 43 
companies which are shown above as dividing the charge report 
that their war goods production is for essentially the same prod- 
ucts as produced during peace times. 

g. Oricrnat Cost or SpeciaL Patrerns, Mo ps, Dies, Jics, 


Toots, AND MACHINING FIxTURES REQUIRED FOR 
War Contract PropuctTion 


Accounting Treatment Number of Companies 
Charged in total to first contract...............0.45 66 
62 
as a part of factory overhead 
over production for the period .............. ai 32 
as a part of factory overhead 
Spread over estimated production of the line or - - 


| capitalized and depreciated. 

) 
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Capitalized and depreciated .............ceeeeeeeees 9 
as a part of factory overhead .................. 
Basis of s ing not reported but applied ......... 11 
as a part of factory overhead ..............+.- 4 
15 


It will be noted that this question refers to special tools, pat- 
terns and fixtures for war contract production, and it is to be 
expected that where war contract production can be segregated 
and is for products not otherwise produced, the cost of such tools, 
patterns, and fixtures will be charged against the contracts bene- 
fited either as a single direct charge, by spreading the costs over 
the estimated production, or by temporarily capitalizing and amor- 
tizing or depreciating against production. This in general is what 
the above summary of practice reveals, but it is significant that as 
many as 32 of the companies spread such cost over the production 
of the period and that 37 treat it as a part of the factory overhead. 
Undoubtedly, these are companies which are producing essentially 
the same products as during peace times for sale to both the gov- 
ernment and commercial customers so that direct application to 
the contract is difficult and would not greatly affect the final costs. 

One of the companies listed as reporting “other treatment” states 
that this type of expenditure is charged directly to profit and loss; 
the other five report alternative treatments as follows: 

Either charged directly against the first contract or spread 
over the production of the period as a direct charge (two 
companies ). 

Either spread over the production of the period as a direct 
charge or depreciated and amortized as factory overhead. 

Treated as overhead either by spreading over the production 
of the period or by capitalizing and depreciating. 

Either spread over the production of the period as a direct 
charge or capitalized and depreciated. 
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Companies 
100% War with 
Total Contract Divided 


Charged to Companies Companies Production 
Government contract production 103 22 81 
Both war and non-war aon pn 26 26 
cate 27 4 23 

Total Companies .............. 156 26 130 


The division of practice as revealed by the above is about what 
one would expect. Twenty-one of the 26 companies which charge 
both government and commercial production for the cost of tools, 
patterns and fixtures are companies producing essentially the same 
products as during peace times ; the other companies are all utiliz- 
ing the same types of equipment as during peace times. 

In the next and final report of this series the practice of 299 
companies in accounting for depreciation and amortization on 
regular and emergency facilities will be reported. 
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Check List 
N.A.C. A. RESEARCH STUDIES 
PREVIOUSLY PUBLISHED 


Practice in Accounting for Raw Materials. Section I, March 15, 
1937. 

Practice in Accounting for Payroll Taxes. Section I, August 15, 
1937- 

Practice in Applying Overhead and Calculating Normal Capacity. 
Section III, April 1, 1938. 

Practice in Accounting for Taxes Paid by Manufacturing Com- 
panies. Section III, October 1, 1938. 

Present-Day Practice in Accounting for Research and Develop- 
ment Costs. Section III, March 1, 1939. 

The Place of Internal Auditing in Industrial Companies. Section 
III, June 1, 1939. 

Finished Goods Inventory Practice. Section III, March 15, 1940. 

Practice in Accounting for Depreciation. Section III, April 15, 
1941. 

Accounting for Excess Labor Costs and Overhead Under Condi- 
tions of Increased Production. Section III, August 15, 194. 

Tentative Statement on Accounting for Excess Labor Costs. Sec- 
tion III, May 1, 1942. 

Practice in Accounting for Continuing Expenditures Arising 
from Wartime Production. Section III, April, 1943. 


OFFICIAL 
N.A.C.A. LAPEL BUTTON 


Members of the Association are entitled to 
wear the Official Button of the Association 
at Chapter meetings, National gatherings 
and other business conferences. 


These buttons are a reproduction of the seal 
of the Association in blue enamel on a gold 
plate base. They constitute a distinctive 
emblem—a worthy evidence of your affilia- 
tion with the N. A. C. A. | 


The price is $1.50. Orders should be sent 


to National Headquarters accompanied by 
remittance. 


National Association of Cost Accountants 
385 Madison Ave., New York City 


